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BRIEF FOR THE APPELLANT. 


1. Jurisdiction. 


This appeal involves income tax and is taken from a 
judgment of the District Court of the United States for 
the Southern District of California. Central Division, en- 
tered June 30, 1942. [R. 66, 67.| The opinion, special 
findings of fact and conclusions of law may be found in 
the record [pp. 43-65]. Notice of appeal was filed July 
13, 1942. [R. 67-68.] The jurisdiction of this Court is 
invoked by virtue of the provisions of Section 128(a) of 

_the Judicial Code, as amended by the Act of February 13, 
1925. 


ae 
2. Questions Presented. 


1. Does appellant’s wife, who owned half of certain 
accounts receivable, consisting of legal’fees earned but not 
collected and on which no income tax has been paid, 
escape payment of the income tax thereon, by trans- 
ferring her half of said fees to appellant in a property 
settlement and receiving in lieu thereof a one-half interest 
in other property, which interest has a market value equal 


to the face value of said half of said accounts receivable? 


2. Is appellant taxable on the entire amount collected 
by him from the half of said legal fees acquired from his 
wife in a property settlement by transferring his half of 
other property to her, or is he entitled to recover the cost 
of his half of the property transferred to his wife before 


realizing any taxable income? 


3. Statutes Involved. 
Revenue Act of 1934: 


“Sec. 22. Gross INCOME. 


(a) General Definition —Gross tmcome includes 
gains, profits and income derived from salaries, wages 
or compensation for personal service, of whatever 
kind and in whatever form paid, or from professions, 
vocations, trades, business, commerce, or sales or deal- 
ings in property, whether real or personal, growing 
out of the ownership or usc of or interest in such 
property, also from interest, rent, dividends, securi- 
ties, or the transaction of any business carried on for 
gain or profit. or gains or profits and income derived 
from any source whatever. * * * 


* x * * 2K 2K 2x * 2 


So 


(e) Determination of Gain or Loss.—In the case 
of a sale or other disposition of property, the gain or 
loss shall be computed as provided in section 111. 

* * * * * x * * x 


Sec. 111. DETERMINATION OF AMOUNT, AND 
RECOGNITION OF, GAIN oR Loss. 

(a) Computation of Gain or Loss.—The gain from 
the sale or other disposition of property shall be the 
excess of the amount realized therefrom over the 
adjusted basis provided in section 113(b) for deter- 
mining gain, and the loss shall be the excess of the 
adjusted basis provided in such section for determin- 
ing loss over the amount realized. 

(b) Amount Realized.—The amount realized from 
the sale or other disposition of property shall be the 
sum of any moneys received’ plus the fair market 
value of the property (other than money) received. 


Sec. 112. RECOGNITION oF GAIN oR Loss. 


(a) General Rule-—Upon the sale or exchange of 
property the entire amount of the gain or loss, deter- 
mined under section 111, shall be recognized, except 
as hereinafter provided in this section. 


(b) ExcHANGES SOLELY IN KIND.— 


(1) Property Held for Productive Use or Invest- 
ment.—No gain or loss shall be recognized if prop- 
erty held for productive use in trade or business or 
for investment (not including stock in trade or other 
property held primarily for sale, nor stocks, bonds, 
notes, choses in action, certificates of trust or bene- 
hcial interest. or other securities or evidences of in- 
debtedness or interest) is exchanged solely for prop- 
erty of a like kind to be held either for productive use 
in trade or business or for investment. 

* * x * x x x Xk * 
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(c) GAIN From ExcHances Not SOLELY IN 
KIND.— 


(1) If an exchange would be within the provisions 
Of subsection (b) (1), (2), (3), or (5) of thisteecs 
tion if it were not for the fact that the property re- 
ceived in exchange consists not only of property per- 
mitted by such paragraph to be received without the 
recognition of gain, but also of other property or 
money, then the gain, if any, to the recipient shall be 
recognized, but in an amount not in excess of the sum 
of such money and the fair market value of such other 
property. 

* * x * * x * 

Sec. 113. ApbyuSTED BASIS FOR DETERMINING 

GAIN oR Loss. 


(a) Basis (Unadjusted) of Property.—The basis 
of property shall be the cost of such property; except 
that—- * * * 


(6) Tax-Free Exchanges Generally.—If the prop- 
erty was acquired, after February 28, 1913, upon an 
exchange described in section 112 (b) to (e), inclu- 
sive, the basis shall be the same as in the case of the 
property exchanged, decreased in the amount of any 
money received by the taxpayer and increased in the 
amount of gain or decreased in the amount of loss to 
the taxpayer that was recognized upon such exchange 
under the law applicable to the year in which the ex- 
change was made. If the property so acquired con- 
sisted in part of the type of property permitted by 
section 112(b) to be received, without the recognition 
of gain or loss, and in part of other property, the 
basis provided in this paragraph shall be allocated 
between the properties (other than money) received, 
and for the purpose of the allocation there shall be 
assigned to such other property an amount equivalent 


= 


to its fair market value at the date of the exchange. 
This paragraph shall not apply to property acquired 
by a corporation by the issuance of its stock or se- 
curities as the consideration in whole or in part for 
the transfer of the property to it. 

* x x xk x > * x 29? 


(Italics supplied by appellant. ) 


4. Statement of Facts. 


At all times involved herein appellant and his wife were 
residents of California. [R. 51, 77, 78.] They were 
marmied im 9212 | esl) PronelO2s to: jannauale 
1935, when-they separated permanently, they lived together 
as husband and wife. [R.51l.] On March 4, 1935, they 
made a written property settlement [R. 12 to 19, inclu- 
sive], dividing equally between them all of their joint and 
community property. [R. 52.] Each spouse received all 
of certain properties instead of an undivided half of each 
item of property. [R.52.] All of the properties owned 
by them on March 4, 1935, consisting of both community 
and joint tenancy property, were acquired after July 29, 
1927, and were traceable to legal services performed by 
appellant as a member of the marital community. [R. 51, 
52.] On April 1, 1935, Mrs. Johnson obtained an inter- 
locutory, and on April 2, 1936, a final divorce decree. 
[R. 52, 53.] Appellant discharged his liability, if any, 
for the support of or alimony to his wife, by agreeing to 
pay and later paying her $500.00 per month for one year. 
Be 33: | 


The fair market value of all the community and joint 
property on March +. 1935, was $172,379.41. [R. 55.] 
This total of $172,379.41 included accounts receivable of 
the face and market value of $52,028.45, representing legal 
fees earned but not collected. [R. 55.] 


—$— 


The total cost of all of said community and joint prop- 
erty was $135,430.35. [R. 56.] Said fee accounts re- 
ceivable had no cost to the two spouses. [R. 56.] Total 
depreciation had been sustained and allowed in the income 
tax returns of the two spouses in the sum of $3,590.84. 
[R. 56.] Each spouse owed income tax of $5,082.78 for 
the year 1934 and $3,118.95 for the year 1935 on the basis 
of their returns as filed. [R. 56, 57.] 


The cost to each spouse of his or her one-half interest 
on March 4, 1935, in each particular property owned by 
the two spouses jointly was exactly one-half of the total 
cost to the community or to the two spouses of said par- 
ticular property. [R. 57.] 


In the property settlement transaction appellant acquired 
his wife’s half of property having a total market value of 
$49,189.71, computed as follows: $26,014.23 for her half 
of $52,028.45 of fee accounts receivable and $23,175.48 
for her half of other community and joint property. 


[R. 58.] 


In said transaction appellant transferred or gave up to 
his wife his half of joint and community property which 
had a cost to him of $38,610.41, on which amount he had 
already paid an income tax, and he also assumed and paid 
her 1934 and 1935 income taxes totaling $8,201.73, mak- 
ing a total of $46,812.14 given up to or paid for her by 
heme =| R. 59.) 


Appellant's wife thereby acquired appellant’s half, hav- 
ing a market value of $37,000.00, of certain joint and 
community property and also had her 1934 and 1935 in- 
come taxes in the amount of $8,201.73 assumed and paid 
by appellant, making a total of $45,201.73 acquired by her 
in the property settlement. [R. 59.] 
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She transferred or gave up to appellant her half of 
certain accounts receivable on which she had no cost, and 
also her half of certain other joint and community prop- 
erty which had cost her $27,309.53. [R. 59.] She had 
already paid an income tax on this $27,309.53. [R. 59, 
60. | 


Appellant included as income one-half of the collections 
of said fee accounts receivable of $52,028.45 or $26,014.22, 
in his 1935 income tax return and his wife included the 
other half thereof in her return as her income. [R. 80, 
81, 82, 83.] Both spouses filed all of their income tax 
returns, including the ones for 1935, upon the cash basis. 
[R. 79.] | The Commissioner of Internal Revenue deter- 
mined that appellant was taxable on the entire $52,028.45 
collected by him from said accounts and that his wife was 
fasaple On nompart thereof. [R307 Sl, 62, 83:)) Mire 
lower court affirmed the Commissioner’s determination. 
[R. 46, 47. ] 


5. Specification of Errors to Be Urged. 


1. The District Court erred in holding that appellant 
received taxable income of $52,028.45, instead of $26,- 
014.23, when he collected certain accounts receivable rep- 
resenting legal fees earned but not collected, because he 
owned all instead of half of said accounts at the time they 
were collected, notwithstanding the fact that he only owned 
a community half therein when said fees were earned and 
despite the fact that he acquired his wife’s community half 
thereof in a property settlement whereby he gave up or 
conveyed to her his half of other joint and community 
property having a cost and value equal to the face and 
market value of said accounts. 


oe. 


2. The District Court erred in failing to hold as a 
matter of law that because appellant’s wife owned half of 
said fees at the time they were earned, she was taxable on 
half thereof when said fees were collected by appellant. 


3. The District Court erred in failing to hold that the 
transfer to appellant by his wife of her community half of 
said accounts receivable, representing legal fees already 
earned but not collected, in return for appellant's half of 
other community and joint property and his payment of 
her 1934 and 1935 income taxes, was a taxable event or 
final event of enjoyment whereby she realized income or 
gain on a cash basis to the full extent of her half of said 
fees. 


4. The District Court erred in failing to hold that 
appellant’s wife realized gain or loss in the property settle- 
ment, computed or based upon the difference between the 
cost of her half of certain joint and community property, 
which she transferred to appellant, and the market value 
of appellant’s half of certain other joint and community 
property which he transferred to her. 


5. The District Court erred in failing to hold that 
appellant realized gain or loss in the property settlement 
only upon the difference between the cost of his half of 
certain joint and community property which he trans- 
ferred to his wife (plus certain of her income taxes as- 
sumed and paid by him) and the market value of her half 
of said accounts receivable and other joint and community 
property which she transferred to him. 


6. The District Court erred in failing to hold that said 
property settlement was a sale, exchange or disposition of, 
or dealing in, property whereby gain or loss was realized 
by each spouse, based upon the difference between his or 
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her cost of the one-half interest conveyed to, and the mar- 
ket value of the one-half interest received from, the other 
spouse, with proper adjustment for income tax of his wife 
assuined and paid by appellant. 


7. In the alternative, even if the property settlement 
was a tax free exchange, disposition of or dealing in frac- 
tional interests in property, on which no gain or loss was 
recognized to either spouse, the District Court erred in 
failing to hold that before appellant realized any taxable 
income when he subsequently disposed of the half of said 
fees acquired from his wife by collecting the sum of 
$26,014.23, he was entitled to recover the sum total of his 
cost of his half of certain other joint and community 
property which he gave up or transferred to her and her 
1934 and 1935 income taxes paid by*him for her. 


oe The District Court erred Simmiiailing tomimold tiiar 
regardless of whether the property settlement was a trans- 
action whereby gain or loss was or was not recognized to 
each or either of the spouses, appellant was entitled to 
recover his cost of his half of the joint and community 
property which he transferred to his wife, and the income 
taxes paid by him for her, before he realized any taxable 
income from his subsequent disposition by collection of 
the half of said accounts acquired from her. 


6. Summary of Argument. 


In the property settlement transaction appellant trans- 
ferred or surrendered to his wife his half of property with 
a cost of $38,610.41, on which he had already paid income 
tax, and assumed and paid her income tax of $8,201.73, or 
a total of $46,812.14. He acquired from his wife her half 
of other property, with a market value of $49,189.71, 


—jo— 


which total includes her half of said fee accounts receiv- 
able at face value of $26,014.23. 


At no time could he possibly have income of more than 
$2,377.57, being the difference between $49,189.71 and 
$46,812.14, regardless of whether the property settlement 
was a transaction whereby gain or loss is recognized to the 
two spouses. 


If gain is recognized at the time of the property settle- 
ment appellant had taxable income of $2,377.57 but he had 
no further gain when he collected his wife’s half of the 
accounts receivable, because their full fair market value is 
taken into account in computing the gain of $2,377.57. 


If no gain or loss is “recognized” at the time of the 
property settlement the gain ‘‘realized”’ is still the same as 
if ‘‘recognized,” but the reporting of such gain for income 
tax purposes is deferred until the property acquired by 
each spouse from the other is disposed of. Thus in 1935 
when appellant disposed of part of the property he ac- 
quired from his wife, viz., her half of the fee accounts 
receivable, $1,257.39 of the realized gain of S2,37747 
would be “recognized” computed as follows: $26,014.23 x 

$49,189.71 


$2,3/7.9/==$1,297.39. The balance of the “realiged eam 
would not be “recognized” until he disposes of the other 
property acquired from his wife. 


Appellant’s wife transferred or surrendered to appel- 
lant her half of property with a cost of $27,309.53, on 
which she had already paid income tax and her half of the 
fee accounts receivable on which she had no cost and had 
paid no income tax. She acquired from appellant his half 
of property having a market value of $37,000.00 and had 
her income taxes of $8,201.73 paid, thereby receiving a 


=— 


total Of $45,201.73, Shevtherefore actually “realized” a 
gain of $17,892.20, being the difference between $45,- 
201.73 and $27,309.53, regardless of whether such gain 
is then ‘‘recognized” for income tax purposes, or deferred 
until she disposes of the property acquired from appellant. 


If gain is “recognized” when the property settlement 
was made she had taxable income of $17,892.20 in 1935. 
If the gain is not then ‘recognized,’ she nevertheless 
“realized” the same gain of $17,892.20, but such gain is 
not “recognized” for income tax purposes until she dis- 
poses of the property acquired from appellant. 


When a taxpayer once owns accrued or earned income 
he or she must pay the income tax thereon and cannot by 
transferring it to someone else escape paying the income 
tax thereon. On the accrual basis of accounting the owner 
of income is taxable the minute the income accrues or is 
earned, regardless of whether said owner afterwards trans- 
fers it to someone else or not. On the cash basis the 
owner does not pay income tax on the income until it is 
collected or until he or she transfers it for a valuable con- 
sideration, but once he or she owns the income he or she 
must pay income tax on it when it is realized by a “taxable 
event” which is generally the collection thereof. When 
the owner of accrued or earned income disposes of it by 
gift he or she is taxable thereon when the transferee col- 
lects it, but when he or she disposes of such income for a 
valuable consideration in money or money’s worth a “tax- 
able event” occurs and he or she is taxable immediately on 
the consideration received. 


Appellant’s wife received exactly the same economic 
benefit by transferring or surrendering her half of said 
fee accounts receivable to appellant as if she had collected 
her half and then purchased with the proceeds thereof 
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appellant’s half of the property which she acquired from 
him. Having received such economic benefit she is taxable 


on her half of said fees. 


Ownership at the time income accrues or is earned 
determines the person who is taxable thereon and the 
ownership at the time the income is collected is immaterial 
—Horst and Eubank cases, infra. The lower court held 
that ownership at the time of collection determines the 
person taxable on such income and therefore such decision 


should be reversed. 


7. Argument. 


At the outset appellant wishes to emphasize that only 
the taxability of his wife’s one-half of the accounts receiv- 
able, representing fees earned but not collected, is involved 
herein. In his 1935 income tax return appellant reported 
and paid a tax on income of $26,014.23, representing his 
half of said accounts receivable of $52,028.45. [R. 80, 
81, 82, 83.] It is only the $26,014.23 collected by him 
from the one-half interest in said accounts acquired from 
his wife in the property settlement which is involved in this 
Gace. (ik. 53.] 


Appellant’s payment of monthly alimony for one year to 
his wife does not affect this case and will not be com- 
mented upon unless mentioned in appellee’s brief, in which 


event the matter will be discussed in appellant’s reply brief. 


Also appellant wishes to emphasize that this case in- 


volves income earn before but collected by appellant after 


_ 


the property settlement agreement—or, in other words, 


past earings. 


The courts, with little if any conflict, have held that the 
transfer or assignment of future earnings or income does 
not relieve the assignor from income tax thereon. How- 
ever, until the United States Supreme Court decided the 
Horst and Eubank cases, infra, there was a violent dis- 
agreement in the lower courts as to whether the transfer 
or assignment of income already accrued or earned re- 
lieved the assignor from income tax thereon. For instance 
in the Eubank case, infra, the United States Circuit Court 
of Appeals held the assignee taxable on assigned income 
already earned or accrued, while in the Van Meter case, 
infra, a different United States Circuit Court held the 
assignor taxable thereon. The correct law on this point 
was settled in the Eubank and Horst cases, infra, when the 
United States Supreme Court held that the assignor and 
not the assignee was taxable on income which was already 


earned or accrued when assigned. 


In the present case the community was the earner and 
owner of the legal fees in question, which had been earned 
and had accrued prior to the property settlement. Each 
spouse, like a partner, owned one-half of said earnings as 
a member of the marital community. (Poe v. Scaborn, 
ZeZ U0. 5, 10t, 51 S.Ct. 38: U. S. 2. Goodyear Ciara 
9), 99 Fed. (2d) 522.) While appellant’s wife could and 
did transfer her one-half interest in said legal fees to ap- 
pellant, such transfer could in no way affect her liability 
for income tax thereon which attached to said earnings 
the moment they were earned. (Van Meter and Eubank 
cases, mfra.) 
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The Right of Spouses in California to Agree That the 
Future Earnings of a Particular Spouse Shall Be 
His or Her Separate Property Is Only a Right of 
Emancipation. 


Such cases as Helvering v. Hickman, 70 Fed. (2d) 985; 
Harold G. Ferguson, 34 B. T. A. 532: George J. Somer- 
ville v. Commissioner, 43 B. T. A. 968, and Dale Van 
jegery (C. C. A. 9, Jan. 5, 1940), 108 Ped. (2d) age 
(certiorari denied April 22, 1940, 60 S. Ct. 891), are not 
in point because they involve earnings of a husband both 
earned and collected after the date of a property settle- 
ment, or in other words “future earnings.” Furthermore, 
they do not involve the transfer or assignment of such 
“future earnings” but only the principle of emancipation. 


These cases only stand for the proposition that by agree- 
ment either spouse in California may so emancipate the 
other spouse that his or her fittwre earnings become not 
only the separate property of, but taxable to, the particu- 
lar spouse emancipated. The particular spouse earning the 
income would then be taxable on his or her entire future 
earnings because such spouse would own the right to such 
earnings at the very time they were earned. This is ex- 
actly the same principle involved in the emancipation of a 
married woman by her husband in a separate property 
state or of a minor child by a parent and goes no further 
mi its citect. 


Kaltshinidt v. Weber, 79 Pac. 272, is sometimes cited as 
authority for the principle that the parties to a marital 
community may agree that past as well as future earnings 
shall be separate property and that the effect of such an 
agreement will be to convert such earnings from the status 
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of community property to that of separate property of the 
wife. It would appear from an examination of the Kalf- 
shnudt case that only “future earnings” and not “past 
earnings” were there involved, but in any event the fact 
that a spouse may assign his or her half of certain income 
to the other spouse does not establish the principle that the 
assignor is thus relieved from income tax thereon. 


The Kaltshimidt case, supra, was decided on the author- 
ity of Wren v. Wren, 100 Cal. 276, 34 Pac. 775. The 
Wren case, supra, was in turn decided upon the authority 
of Riley v. Mitchell, 36 Minn. 3, 29 N. W. Rep. 586. The 
Riley case involved a situation where a husband in Minne- 
sota, a separate property state, emancipated his wife and 
agreed with her that her earnings should be her own prop- 
erty and not the property of the husband. At common 
law the wife’s earnings belong to the husband and the 
Court held that by agreement he could make them hers— 
or emancipate her. 


Obviously then this right of emancipation in California 
is only a right to release a spouse of his obligation to earn 
money for the marital community. This emancipation 
could only effect future earnings from the date thereof 
for imcome tax purposes. <A child’s earnings prior to 
emancipation would belong to the parent. A wife’s earn- 
ings at common law prior to emancipation would belong to 
the husband. Likewise in a comniunity property state the 
earnings of both spouses prior to emancipation belong to 
the marital community. (Poe v. Scaborn, Goodyear case, 
supra.) 


Such emancipation would not apply to past earnings 
because such earnings would already be property and be- 
long to the marital community. As property past earnings 


<<iie— 


can be transferred by agreement in the form of a gift, 
sale or other transaction, but such a transfer could not 
affect the liability of the transferor spouse to pay income 


tax on his or her community one-half thereof. 


Unless this is the correct construction a husband and 
wife in California can agree that both the past and future 
earnings of the husband shall be the separate property of 
the wife and thus make all the past and future earnings of 
the husband taxable to the wife. Let us take the case of a 
husband who has a large separate estate and has a large 
income other than his salary, whereas his wife has no 
income other than her half interest in his salary. By 
agreement the husband then could make his past and 
future salary earnings her separate property and she 
would be taxable on the entire amount thereof. Ob- 
viously this is not the correct law, and while the husband 
has the right to transfer his community half of his past 
or future earnings to her, he cannot thus escape tax 
thereon. 


This is so as to future earnings because in agreeing 
that his community half of his salary is the separate prop- 
erty of the wife, neither the husband nor the wife are 
emancipated. An emancipation requires the person eman- 
cipated to be the one who earns the income. As to his 
community half of his past earnings his income tax lia- 
bility would attach the minute the income was earned and 
no subsequent act of his could relieve him from such tax. 
While such an agreement by the husband to make his 
salary the separate property of the wife would be effective 
as between the spouses, and such past or future earnings 
would be the separate property of the wife when earned 
by the husband, nevertheless he would still be taxable on 
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his community one-half of both his past and future earn- 
ings. 


Likewise a husband in a separate property state can 
make at least his past earnings, and probably his future 
earnings, the separate property of his wife. (Horst, 
Eubank, Schaffner and Van Meter cases, infra.) For 
instance, let us take the case where a husband in either a 
separate or community property state assigns half of his 
future earnings to his wife in a property settlement agree- 
ment as alimony or in lieu of alimony. There would thus 
be a valid consideration for the assignment and such earn- 
ings would certainly be the separate property of the wife, 
but the husband could not successfully contend that, be- 
cause one-half of his earnings was the separate property 
of the wife when collected, he is only taxable on half of his 
earnings. 


In the case of F. Eldred Boland, 41 B. T. A. 930, a 
California husband attempted to assign 25% of his future 
earnings to his wife in a property settlement, but the 
Board of Tax Appeals rightly held that he was still taxable 
on the portion assigned to his wife. The Board held the 
marital community was terminated by the agreement. 
Therefore, the husband was in the same position as a 
husband in a separate property state. While the assign- 
ment of his earnings was perfectly good between the 
parties the Board held it did not relieve him from tax on 
the portion of his earnings assigned to the wife. The 
Boland case is therefore authority for the proposition that 
although a husband and wife can agree between themselves 
as to whose separate property the earnings of either may 
be, nevertheless this in no way determines who is to pay 
the tax on such assigned earnings. The taxability is de- 
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termined without reference to the assignment. In the 
Boland case there was unquestionably a consideration for 
the assignment which, under the rule applied by the lower 
court in this case, would make the wife taxable on the 
earnings assigned to her; there was as much a “division” 
of property in the Boland case as in the present case; there 
certainly was no gift or sale involved in that case; and the 
agreement unquestionably was valid as between the 
spouses. 


The Board in the Crosby case, infra, cites the Boland 
case as authority for the proposition that a wife can assign 
to a husband her half interest in his past earnings and 
thus escape tax thereon. That point was not raised or 
considered in the Boland case. The property settlement 
agreement in the Boland case was made in 1929 and the 
earliest year involved was 1934. Furthermore, while 
Boland was a lawyer, he was only an employee and not 
a member of the law partnership concerned, so that it 
would seem incredible that the firm in 1934 still owed him 
salary earned in 1929 or prior thereto. 


Actually in the Boland case the husband received the 
same benefit as if he had collected 100% of his income 
and turned 25% over to his wife as alimony. Thus he 
received the full economic benefit of 100% of his income. 
He constructively received his wife’s 25% and paid it on 
his alimony obligation. 


In the present case appellant’s wife received the same 
benefit as if she had collected her half interest in said fee 
accounts receivable because she received from appellant 
his half of other property of equal value. Therefore, she 
too constructively received her one-half of said earned 
income and is taxable thereon. 
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The Property Settlement Should Be Viewed Exactly 
the Same as if It Were an Agreement Between 
Two Unmarried People Who Owned Common 
Property. 

The right which a husband and wife have in California 
to contract with each other is no strange or extraordinary 
right. Under the old common law the rights of a husband 
and wife to contract with each other with reference to 
their property were greatly restricted. Sections 158 and 
159 of the California Civil Code merely remove these re- 
strictions. The pertinent portion of Section 158 of the 
California Civil Code is as follows: 

‘Either husband or wife may enter into any en- 
gagement or transaction with the other * * * re- 
_Specting property which either might if unmarried.” 


(Italics supplied.) 


The property settlement transaction should be consid- 
ered simply as an agreement whereby two individuals, who 
own common property, each transfer to the other his or 
her one-half interest in certain property in consideration 
for a reciprocal transfer of an undivided interest in cer- 
tain other property. If this is kept in mind the transaction 
should and will not be confused by the husband and wife 
relationship, inasmuch as each spouse is only making the 


same contract “which either might if unmarried.” 
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Taxation Is a Practical Matter and a Taxpayer Is 
Taxable to the Extent, and Only to the Extent, 
That He or She Has Actually Been Enriched by 
a Particular Transaction. 


As stated by the Court in First Seattle D. H. National 
Bank v. Commissioner, 77 Fed. (2d) 45: 

‘Moreover, in view of the principle that, in apply- 
ing tncome tax laws, the substance, and not the form, 
of the transaction should control, the exchange and 
sale of stock which was required under the whole con- 
tract herein should be treated as a single, composite 
transaction for income tax purposes, regardless of the 
formalities followed. See S. A. MacQueen Co. v. 
Goma, 6/ F. (2d) 857, 858 (C. C. A. 3)e Dies 
Tribune Co. v. Com’'r; 58 F. (2d) 937, 940 (C. Cae 
10); Western Maryland Ry. Co. v. Com’r, 33 F: (2d) 
695 (C.C. A.4); United States v- Phellis,257°Um 
156, 158, 42 S. Ct. 63, 66 Li. Wide 180; Weissaes 
Stearn, 265 U. S. 242, 254, 44 S. Ct. 490, 68 L. Ed. 
1001, 33 A. L. R. 520. In dealing with a situation 
not unlike the one at bar, the court, in the case of 
West Texas Refining Co. v. Com’r, 68 F. (2d) 77, 
80 (C. C. A. 10), quoting from Prairie Oil & Gas 
Co. v. “Metter, 66 F. (2d) 309, 311 (C. C. AGE 
said: ‘If a taxpayer sought to avoid a tax on the 
profits of such a sale as this by asking the Commus- 
sioner to ignore the actualties, he would shortly and 
properly be renunded that taxation 1s an intensely 
practical matter and that the substance of the thing 
done, and not the form it took, must govern.” 
(Italics supplied. ) 


In the present case the substance of the transaction is 
that appellant's wife transferred her half interest in the 
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fee accounts receivable and other assets to appellant and 
he in return transferred to her his half interest in other 
property and assumed and paid her 1934 and 1935 in- 
come taxes. To say that she realized no “gain” on this 
transaction is to ignore the actualities of the transaction. 
Likewise to say that appellant realized a “gain” or profit 
equal to the full amount collected by him from her half 
of said accounts ignores the fact that he transferred 
property to her, which added to her taxes assumed and 
paid by him equalled the face value of her half of said 
accounts. In effect appellant purchased his wife’s one- 
half interest in said fee accounts receivable. By collect- 
ing such income he disposed thereof and his gain will 
be the excess, if any, of the amount received over his 
purchase price thereof. 


IV. 
Appellant Could not Have Received Income of More 


Than $2,377.57 by Acquiring and Collecting the 
$26,014.23 of Fee Accounts Receivable. 


In the property settlement appellant transferred or gave 
up to his wife his one-half interest, costing $38,610.41, in 
certain joint and community property. [R. 59.] He had 
already paid an income tax on this $38,610.41. [R. 59.| 
He also assumed and paid his wife’s 1934 income tax 
of $5,082.78 and her 1935 income tax of $3,118.95, or a 
total transferred to or paid for his wife in the sum of 


$46,812.14. [R. 59.] 


In consideration for these acts by appellant, he received 
his wife’s one-half interest, having a market value of 
$23,175.48, in certain other joint and community property. 
and her one-half interest, amounting to $26,014.23, in 
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said fee accounts receivable, or a total of $49,189.71. 
[R. 58s] 


The Government contends that appellant is taxable on 
the sum of $26,014.23, which is the amount of his wife's 
one-half interest in the accounts receivable which were 
collected after the property settlement. However, since 
income tax is payable only on net income, appellant could 
not possibly be taxable on this amount, since his net 
income would be the difference between the amount he 
transferred to his wife, on which he had already paid an 
income tax ($38,610.41), and the net amount received in 
the property settlement ($40,987.98), or $2,377.57. ar- 
rived at as follows: 


Market value of one-half interest in ac- 
counts receivable received from wife $26,014.23 


Market value of one-half interest in other 


property received from wife 23,1754 
$49,189.71 

Less 1934 and 1935 income taxes paid for 
wife 8,201.73 
Amount received by appellant $40,987.98 


Less his cost of property transferred to 
wife on which he has already paid in- 
come tax 38,610.41 


Actual net income “realized’’ by appellant $ 2,377.57 


The Government claims appellant realized income ot 
$26,014.23 when he collected the one-half of the accounts 
receivable acquired from his wife. This cannot be correct 
because he has already paid income tax on $38,610.41 (the 
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cash used to buy his one-half interest in the property 
transferred to his wife) and if he is taxed on $26,014.23 
more he will have paid an income tax on income of 
$64,624.64 and he only received $40,987.98. Since he 
has made no gift to his wife such a result is unreal and 
ignores the actualities of the transaction. 


V. 


Appellant’s Wife Actually “Realized”? Net Income of 
$17,289.20 in the Property Settlement. 


Appellant’s wife received appellant’s half interest, hav- 
ing a market value of $37,000.00, in certain property and 
had debts paid for her in the sum of $8,201.73, a total of 
$45,201.73 received from appellant in the property settle- 
ment. [R. 59.] She gave up her half of the fee accounts 
receivable on which she had no cost, and gave up to him 
her half of other property on which she had a cost of 
$27,309.53 and on which she had already paid an income 
tax. [R. 59, 60.] Accordingly she received or “real- 
ized” net income of $17,892.20 computed as follows: 

Market value of one-half interest in prop- 
erty received from appellant $37,000.00 


1934 and 1935 income taxes paid by appel- 
lant 8,201.73 


Total market value of settlement received 


by wife $45,201.73 


Less cost of property transferred to appel- 
lant (on which tax has already been 
paid 27,3002 


Net income received by wife on which she 
had paid no income tax $17,892.20 
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The Government claims appellant’s wife realized no in- 
come by the property settlement. This cannot be right 
because she has only paid an income tax on $27,892.20 
(the cost of her half interest in the property transferred 
to her husband) and she received $45,201.73. She was 
actually enriched by the difference of $17,892.20 and 
therefore ‘“‘realized’’ net income of $17,892.20. Since 
appellant did not make a gift to her it would ignore the 
actualities of the transaction to say she realized no in- 


come. 


If she has no taxable income by reason of the property 
settlement agreement, when, if at all, does she pay an in- 
come tax on this $17,892.20? If she is taxable on this 
$17,892.20 when she sells the one-half interest in the 
properties acquired from appellant and appellant is tax- 
able on the $26,014.23, then the Government will receive 
a tax on income of $43,900.43 whereas the total income 
involved could only be $26,014.23. If she never pays 
an income tax on this $17,892.20 then she had paid a tax 
on only $27,309.53 and yet has received $45,201.73. In 
some unreal and technical manner she has acquired 
$17,892.20 on which she will never pay an income tax 
and yet no gift was involved. 


Had this excess of $17,892.20 been received by her as 
alimony or for the release of any other marital right 
the contention might logically be made that she is not 
taxable thereon, but it is indisputable that she received 
the same as her share of the joint and community prop- 
erty. Actually she received slightly less than appellant 
although every effort was made to make an exactly equal 
division. 
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This court must decide whether, because of certain 
claimed legal technicalities or distinctions, which are more 
illusory than real, appellant must pay an income tax on 
a fictitious income of $26,014.23 and his wife is not tax- 
able on any income or profit, or whether the actual 
result of the transaction is to be followed and _ that 
appellant is taxable on income in the amount of $2377.57 


and his wife is taxable on income in the amount of . 


$17,892.20. 


VI. 

Appellant’s Wife Is Taxable on Her One-half of the 
Income Earned but Not Collected Prior to the 
Property Settlement Unless She Thereby Sold 
Her Half Interest to Appellant, in Which Event 
She Is Taxable on the Consideration Received. 


Appellant’s wife owned one-half of the earned but un- 
collected income under consideration, prior to the property 
settlement. (Poe v. Seaborn, supra; U. S. v. Goodyear, 
supra; King v. Commissioner, 26 B. T. A. 1158, affirmed 
eumeciremt, OF Meda (2d) 639. 13. FT. RR. 747 
bert Houston v. Commissioner of Internal Revenue, 31 
B. T. A. 188; Delvm ow Commissioner, 9th Circuit, 82 
Fed. (2d) 731, 17 A. F. T. R. 690; Asher v. Welclv (D. 
C. Cal.), 28 Fed. Sup. 93. 23 A. F. T. R. 664, attnegaed 
111 Fed. (2d) 59.) As the Court said in Poe v. Sea- 
born, supra: 

“The earnings (of the husband) are never the 
property of the husband, but that of the community.” 
(Parenthetical clause supplied. ) 


There can be no doubt that she would have been tax- 
able on her half of said earned but uncollected income 
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when it was collected had there been no separation agree- 
ment, (U.S. uv. Melcolmm 282 U. S. 792, 51 S. Ct. Jem 
9 A. F. T. R. 956; Poe v. Seaborn, supra.) On the 
accrual basis of accounting she would have been taxable 
the minute the fees in question were earned or accrued. 
Therefore, if appellant is to be held taxable on her half 
of such earned but uncollected income the wife must, in 
some manner, have escaped income tax thereon because 


the same income cannot be taxable to both. 


It will now be shown that appellant’s wife cannot escape 
paying income tax either on her half of said earned but 
uncollected income, or on the consideration which she 
received in lieu thereof, and therefore appellant is not 


taxable on her said half. 


(a) Once a Person BECOMES THE OWNER OF EARNED 
or ACCRUED INCOME THERE Is No PossipLtE Way 
IN WuHicnh He Can Avoip ULTIMATELY PAYING 
INCOME Tax THEREON. 


If a cash basis taxpayer gives such income away he 
is still taxable on it when collected and the donee is not. 
(Helvering v. Horst, 311 U.S. 112, 61 S. Ct. 144; Alek 
vermg v. Enbank, 311 U. S. 122, 61 S. Ct. 149: Hemme 
Sommo.socwatmer, 312 U. S. 579, G1 S. Ct. 759. 


The Horst, Eubank and Schaffner cases, while in- 
volving gifts of income, when carefully analyzed, clearly 
stand for the broad general principle that no owner of 
accrued but uncollected income can transfer the same by 
any conceivable device and relieve himself or herself from 
paying the income tax thereon. 
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The Supreme Court in the Schaffner case, supra, re- 
ferring to its previous decisions in the Horst and Eubank 
cases, set forth this principle in the following language: 

“Since granting certiorari we have held following 
the reasoning of Lucas v. Earl, supra, that one who 
is entitled to receive at a future date, interest or 
compensation for services and who makes a gift of 
it by an anticipatory assignment, realizes taxable 
income quite as much as if he had collected the income 
and paid it over to the object of his bounty. Hel- 
vering vemmlonst, Sl Uses Wi2eol S. Cease 
L. kd 7 LSI. Le RY Oss HlclWerine’\, Ebane 
oll USS Iz2, 6S. Ge 1499 Ed .... Decision 
in these cases was rested onsthe principle that the 
power to dispose of income is the equivalent of own- 
ership of it and that the exercise of the power to 
procure its payment to another, whether to pay a 
debt or to make a gift, is within the reach of the 


statute taxing income ‘from any sources whatever.’ ”’ 


(Italics supplied. ) 


Fairly construed this means that whenever an owner 
of earned or accrued income exercises ‘‘the power to 
procure its payment to another” whether for or without 
consideration, the income is taxable to the owner of the 
income who disposes of it. It is difficult to see how 
there could be a clearer expression of this general prin- 
ciple. It is even more difficult to see how when appel- 
lant’s wife has exercised her power to procure the pay- 


ment of her half of certain earned income to appellant and 
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has received in lieu thereof his half of certain other prop- 
erty, she can be said to have realized no income from the 


transaction, 


If a cash basis taxpayer dies he must pay an income 
tax on all earned or accrued but uncollected income in his 
last income tax return. (Sec. 42, Rev. Act of 1934; Hel- 
vering v. Enright, 312 U. S. 636, 61 S. Ct. 777; Pfaff 
v. Commissioner, 312 U. S. 646, 61 5S. Ct. 783.) Under 
the principle of these two Supreme Court cases clearly 
appellant’s wife would have been taxable on her half of 
said fees had the community been terminated by death 


instead of by the property settlement agreement. 


If a cash basis taxpayer receives cash from a third 
person in lieu of such accrued or earned income he is 
taxed on “the commuted payment” which ‘“‘replaced the 
future income with cash.” (Helvering v. Smith, 90 Fed. 
(Zao 00, 


Here appellant’s wife “replaced the future income with” 
other property instead of “cash” and she should be taxed 
on the market value of such property. In fact unless 
this is the correct rule a cash basis taxpayer can easily 
avoid income tax by simply trading income earned or 
accrued but not collected for other property. Of course 
the correct rule is that such a taxpayer is taxable on the 
market value of the property which replaces the future 


income and there is no loophole. 
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(b) WHEN a Caso Basts Taxpayer Dogs Not Ac- 
TUALLY COLLECT ACCRUED INCOME BUT MAKES 
SoME OTHER DISPOSITION THEREOF A “TAXABLE 
Event’ Occurs WuHicw Makes Him TAXABLE 
IMMEDIATELY ON THE UNCOLLECTED INCOME. 


In the case of a taxpayer reporting on the cash receipt 
and disbursement basis commonly known as the ‘cash 
basis” two things must happen before he receives taxable 
income, viz.: First, the income must have been earned 
or accrued in the case of ordinary income and the capital 
increment must have occurred in the case of capital gain. 
and, second, there must be a “taxable event” whereby the 
earned or accrued income or the capital increment is 


realized by the owner thereof. 


On the accrual basis only the first thing must occur. 
viz., the income must have been earned, or accrued where- 
upon the owner of the income is immediately taxable 
thereon. In this case, had appellant and his wife been 
reporting their income on the ‘accrual’? instead of the 
“cash” basis, each would have been taxable on one-half 
of said fees prior to the property settlement because the 


fees were earned or accrued prior thereto. 


This “taxable event” is called the “final event of en- 
joyment” in the Horst case, supra, where the Court said 
as follows: 


“In the ordinary case the taxpayer who acquires 
the right to receive income is taxed when he receives 
it, regardless of the time when his right to receive 
payment accrued. But the rule that income is not 
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taxable until realised has never been taken to mean 
that the taxpayer, even on the cash receipts basis, 
who has fully enjoyed the benefit of the economic 
gain represented by Inis right to receive income, can 
escape taxation because he has not himself received 
payment of it from his obligor. The rule, founded 
on administrative convenience, is only one of post- 
ponement of the tax to the final event of enjoyment 
of the income, usually the receipt of it by the 
taxpayer, and not one of exemption from taxation 
where the enjoyment is consummated by some event 
other than the taxpayer’s personal receipt of money 
or property. Cf. Aluminum Castings Co. v. Rout- 
zahn, 282 U. S. 92, 98. This may occur when he 
has made such use or disposition of his power to 
receive or control the income as to procure in its 
place other satisfactions which are of economic worth. 
The question here is, whether because one who in 
fact receives payment for services or interest pay- 
ments is taxable only on his receipts of the payments. 
he can escape all tax by giving away his right to 
income in advance of payment. If the taxpayer pro- 
cures payment directly to his creditors of the items 
of interest or earnings due him, see Old Colony Trust 
Co. v. Commissioner, supra; Bowers v. Kirby Lum- 
ber Co., 284 U. S. 1, or if he sets up a revocable 
trust with income payable to the objects of his 
bounty, §§166, 167 Revenue Act of 1934, Corliss v. 
Bowers, supra; cf. Dickey v. Burnet, 56 F. (2d) 917, 
921, he does not escape taxation because he did not 
actually receive the money. Cf. Douglas v. Willcuts, 
206 U. S 1; Hel¥érinte v. Clifford, 309 U. Sieae 
a23 A F ERs 1077 ). 


“Underlying the reasoning in these cases is the 
thought that income is ‘realized’ by the assignor be- 
cause he who owns or controls the source of the 


i 


income also controls the disposition of that which 
he could have received himself and diverts the pay- 
ment from himself to others as the means of pro- 
curing the satisfaction of his wants. The taxpayer 
has equally enjoyed the friuts of his labor or invest- 
ment and obtained the satisfaction of his desires 
whether he collects and uses the income to procure 
those satisfactions, or whether he disposes of his 
right to collect it as the means of procuring them. 
Cf. Burnet v. Wells, supra.” (Italics supplied. ) 


It will be noted that the Supreme Court indicates above 
that where “the enjoyment” (of income) “is consum- 
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mated by’ “the taxpayer’s personal receipt of money or 
property” such taxpayer is clearly taxable on the income 
enjoyed. Here appellant’s wife enjoyed her half of said 
fee accounts receivable by receiving “property” from ap- 
pellant in lieu thereof and she should be taxed on her 


half of said fees the same as if she had collected them. 


Such a taxable event takes place when a property settle- 
ment is made and a husband transfers corporation stock, 
on which an unrealized increment has occurred, to his 
wife in consideration of her release or transfer of her 
interest in other property and in satisfaction of his ob- 
ligation to support her. (Commusstoner v. Mesta, decided 
by the United States Circuit Court of Appeals. Third 
Circuit, on November 25, 1941, reversing 42 B. T. A. 933). 


Such a taxable event occurs in the case of a gift. (Horst 
and /ybOme castons ll US) liz. 61 S. Ct. sie 
S. 122, 61 SGilaes) 


se. 


The most common taxable event where a cash basis 
taxpayer realizes taxable ordinary income, although he 
does not collect the income himself, is where the payment 
of income is made directly to a creditor of the taxpayer. 
(Old Colony Trust Co. v. Commissioner, 279 U. S. 716, 
49 S. Ct. 499; Harrison v. Schaffner, supra.) 


Another type of taxable event is where a corporation 
retires its bonds at a lesser price than at which they 
were issued. (U. S. v. Kirby Lumber Co., 284 U. S. 
foe os, Ct. 4.) 


Another type of taxable event 1s where accrued earn- 
ings are transferred to another for cash; the ‘commuted 
payment” “replaced the future income with cash.” (Hel- 
wermg v. Sih, 90 F. (2d) 590 (C. C. A. 2); Doyle: 


Commissioner (C. C. A. 4), 102 Fed. (2d) 86.) 


Another instance of a taxable event which is not a 
technical sale or exchange is the case of Helvering v. 
Elversom Corp., 122 Fed. (2d) 295 (1941) (C. C. Aggaae 
where the Court said: 

‘Whenever anyone surrenders a thing of value for 
another thing of value, the surrender will for tax 
purposes ordinarily close the transaction by which he 
acquired the thing surrendered.” 


Certainly in this case appellant’s wife surrendered things 
(her one-half of the earned but uncollected income) of 
value for other things of value and appellant did likewise. 


It is difficult to see why this reciprocal surrender of 
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things of value for other things of value is not a taxable 
event whereby gain or loss is immediately recognized. 


(Also see Mesta case, supra.) 


Appellant assumed his wife’s 1934 and 1935 income 
taxes as a part of the consideration for the transfer to 
him by her of her one-half interest in said earned but 
uncollected income. Her obligations were thus satisfied 
just the same as the husband’s obligation was satisfied in 
the Mesta case, supra. This fact alone would make her 


taxable on her half of said earned income. 


(c) AppeLtant Is Not TAXABLE ON ANY Part OF THE 
WIFE’S ONE-HALF OF SAID Fees Unuess HE Ac- 
QUIRED SuCH HALF FoR A WALUABLE CONSIDERA- 
TION, IN WuHiIcH Event HE Is ONty TAXABLE To 
THE EXTENT, IF ANY, BY WHICH THE COLLECTIONS 
THEREFROM EXCEED THE CONSIDERATION PaIp BY 
Him To HEr. 


Since appellant’s wife is taxable on her half of said fees 
unless she disposed of such half in a taxable transaction, 
conversely, appellant is not taxable upon any part of the 
collections thereof unless he acquired said half for a valu- 
able consideration—in effect a purchase. Then he is tax- 
able only upon the amount of $2,377.57 by which the col- 
lections exceeded the purchase price paid. If no sale, ex- 
change or taxable disposition occurred the wife is stil! 


taxable upon her half of such collections. 


aed 
VII. 


The “Walz Case,” Which Was Incorrectly Decided by 
the Board of Tax Appeals, Has Resulted in Incor- 
rect Decisions by the Board in the “Mesta Case” 
and the “Crosby Case” and the Lower Court in 
This Case. 


(a) THE Watz Case. 


At the time the lower court decided this case, only two 
cases were cited by the appellee as authority for the 
proposition that no gain or loss is recognized to either 
spouse in a property settlement, viz., Walz v. Commis- 
sioner, 32 B. T. A. 718, decided in 1935, and not appealed, 
and Mesta v. Commissioner, 42 B. T. A. 933, decided on 
October 10, 1940, and appealed to the United States Cir- 
cuit Court of Appeals, Third Circuit, which handed down 
its opinion reversing the Board on November 25, 1941 
too late to be considered by the lower court in deciding the 
present case. 


Because of the reversal of the Board in the Westa case 
by said Third Circuit Court, the Walz and Mesta cases, 
supra, no longer support the theory that no gain or loss 
is recognized to either spouse when a property settlement 
is made between them. On the contrary, the esta case is 
now authority for the proposition that gain or loss 1s 
recognized to the spouse who actually has a gain or loss 
in the transaction. Appellant believes that the lower court 
would have reached a different conclusion in this case had 
it had the benefit of the Third Circuit Court’s decision in 
said Mesta case. 


In the Walz case, supra, a husband in a property settle- 
ment transferred his community half interest in corpora- 
tion stock to his wife and in addition agreed to pay her a 
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certain sum of money. In return the wife gave up her 
half of all other community property to the husband. The 
corporation stock at the date of settlement was worth less 
than the community cost thereof and the husband claimed 
a loss on 100% of the difference between cost and market. 
The Board held no gain or loss occurred because there was 
a “division” not “‘sale”’ or “exchange’’ involved. 

A careful analysis of this case, which was not reviewed 
by the Board as a whole or appealed, shows that both the 
Division deciding the case and the taxpayer were wrong. 
Since the taxpayer husband only transferred his com- 
munity one-half of the stock to his wife (she already 
owned one-half thereof) his loss was only one-half of that 
claimed by him. But Walz did sustain a loss of one-half 
of the claimed amount because he “disposed”’ of his half 
and received in return his wife’s half of other property. 
(Mesta case, supra and infra.) He surrendered a thing 
of value for another thing of value, which closed the trans- 
action by which he acquired his half of the stock, and gain 
or loss then occurred. (Helvering v. Elverson Corp., 
supra.) 


(b) THe MeEsta Case. 


In the Mesta case, a Division of the Board again held 
that a property settlement between husband and wife was 
a division of property and that neither realized gain or loss 
by such transaction. 


In that case the husband in a property settlement trans- 
ferred certain corporation stock and some other miscel- 
laneous separate property to his wife, and she gave up to 
him her interest in the home which was owned by her and 
Mesta as tenants by the entirety; each spouse released any 
claim they might have to the property of the other; and 
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she acknowledged that the delivery of the securities and 
property mentioned above was “in full settlement of all 
claims and demands for her maintenance and support.” 


The corporation stock in question had a cost of 
$7,574.56 and a market value of $156,975.00 at the time 
of settlement. The Commissioner claimed that Mesta had 
gain, profit or income of $149,440.44 by the transaction. 
Mesta claimed he had no gain by the transaction. 


The Board held that Mesta realized no gain, profit or 
income, because there was 
‘Merely a property settlement between a man and 
his estranged wife—in other words a division of 
property.” 


The Board, in deciding the (esta case, probably relied 
upon the Walz case, supra, but in any event the principle 
of the two decisions was the same, viz., that no gain or 
loss occurs in a property settlement because it is a division 
of property. 


The Mesta case, unlike the Wals case, was appealed and 
on November 25, 1941, the United States Circuit Court of 
Appeals for the Third Circuit handed down its opinion 
reversing the Board and said in part as follows: 


‘Had the stock not been transferred he would not 
have achieved a taxable gain because the economic 
gain would have been unrealized. The disposition of 
the stock was the taxable event in the case at bar. 
This is so even though Mesta may not have received 
payment in money or property from Mrs. Mesta. 
The point which we are trying to make is clearly 
established by the decision of the Supreme Court in 
Helvering v. Horst, 311 U. S. 112, wherein Mr. 
Justice Stone said: ‘Admittedly not all economic gain 
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of the taxpayer is taxable income. From the begin- 
ning the revenue laws have been interpreted as de- 
fining “realization” of income as the taxable event, 
rather than the acquisition of the right to receive it. 
And “realization” is not deemed to occur until the 
income is paid. But the decisions and regulations 
have consistently recognized that receipt in cash or 
property is not the only characteristic of realization 
of income to a taxpayer on the cash receipts basis. 
Where the taxpayer docs not receive payment of in- 
come m mioney or property realization may occur 
when the last step is taken by which he obtains the 
fruition of the economic gain which has already ac- 
crued to him.’ The case cited involved a transfer of 
imcome and not a transfer of income-producing prop- 
erty but it supplies an illuminating analogy. 


“The Board of Tax Appeals concluded that there 
was no way to measure the amount or value received 
by Mesta from the disposition of the stock. Section 
22(a) of the Revenue Act of 1934, c. 277, 48 Stat. 
680, provides that ‘“Gross income” includes gains 
from aes saleceor dealings in prop- 
erty, whether real or personal * * *” Section 
22(a) states, ‘In the case of a sale or other dis posi- 
tion of property, the gain or loss shall be computed as 
provided in Section 111.’ Section 111(a) provides, 
‘The gain from the sale or other disposition of prop- 
erty shall be the excess of the amount realized there- 
from * * *, and subdivision (b) provides, ‘The 
amount received from the sale or other disposition of 
property shall be the sum of any money received plus 
the fair market value of the property (other than 
money) received.’ Section 112 provides, ‘Upon the 
sale or exchange of property the entire amount of the 
gain or loss, determined under §111, shall be recog- 
mized “* £2 
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“We think there can be no doubt that Congress 
intended a measurement of values under the circum- 
stances indicated by the statutes quoted, notwith- 
standing difficulties in determining those values. Jn 
the case at bar there is a gain in the value of the 
stock and an event whereby that gain was realized. 
ee @ltalics supplied.) 


The Circuit Court reiterated the familiar principle here- 
tofore set forth in this brief, that the disposition, regard- 
less of the manner thereof, of earned or accrued income 
or of unrealized capital increment results in a “taxable 
event” which causes the unrealized income or increment 
to become realized. The Court rejected the theory that 
because a property settlement agreement is a division of 
property no “taxable event” occurs and no gain or loss 1s 
realized. The appellate court’s reversal of the AZesta case 
was in principle also a reversal of the Walz case and the 
Crosby case, infra, and the lower court’s opinion in this 
case. 


(c) THE CrossBy CASE. 


Crosby v. Comnnssioner, 46 B. T. A......... , was decided 
on February 18, 1942. In that case the taxpayer had 
transferred a small amount of property to his wife and 
had agreed to pay her monthly cash payments which were 
styled ‘‘alimony,” in the written property settlement agree- 
ment, but which he claimed were payment for her com- 
inunity half interest in certain earned but uncollected com- 
missions. The Board held that the payments were “ali- 
mony” and not payment for the wife’s one-half of the 
commissions; that, on the authority of the lower court’s 
opinion in the present case, no gain could have occurred to 
the wife when she assigned her interest in such commis- 
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sions to her husband because there was merely a division 
of property; and finally that even if he were entitled to 
recover the cost of property which he had transferred to 
his wife he had not established the “cost” or “basis” 
thereof. 


An appeal has been taken in the Crosby case and such 
appeal will ultimately come before this Court. The Board 
in the Crosby case made no mention of the reversal of the 
Mesta case, supra, by the Third Circuit Court, probably 
because it was not called to its attention, having been 
decided after the submission of the Crosby case. 


VII. 


The Lower Court’s Decision Is in Direct Conflict With 
Horst, Eubank and Schaffner Cases. 


The decision by the lower court in this case is exactly 
the same in principle as the dissenting opinion of Justice 
McReynolds in the Eubank case, supra, in which he cited 
with approval the following language from the Circuit 
Court’s decision which was reversed by the Supreme Court 
in said case: 

“or * * But when a taxpayer who makes his 
income tax return on a cash basis assigns a right to 
money payable in the future for work already per- 
formed, we believe that he transfers a property right, 
and the money, when received by the assignee, is not 
income taxable to the assignor.’”’ (Italics supplied.) 


Justice McReynolds said further in his dissenting 
opinion: 

“A mere right to collect future payments. for serv- 
ices already performed, is not presently taxable as 
‘income derived’ from such services. It is property 
which may be assigned. Whatever the assignor re- 
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ceives as consideration may be his income; but the 
statute does not undertake to impose liability upon 
him because of payments to another under a contract 
which he had transferred in good faith, under circum- 
stances like those here disclosed.”’ (Italics supplied.) 


The Government’s contention in the present case, which 
was approved by the lower court, is exactly the same as 
the principle which was rejected by the Supreme Court in 


the Eubank and Horst cases, supra. 


The lower court in this case casually waived aside the 
Horst and Eubank cases, supra, with the statement that 
no gift is involved herein but in the Schaffner case, supra, 
the Supreme Court did not so restrict such decisions when 
it said: 

“Decision in these cases (Horst and Eubank) was 
rested on the principle that the power to dispose of 
income is the equivalent of ownership of it and that 
the exercise of the power to produce its payment to 
another, either to pay a debt or to make a gift, is 
within the reach of the statute taxing income ‘from 


any source whatever.’ (Italics and parentheses sup- 
plied. ) 


This language establishes the broad general principle 
that no owner of earned but uncollected income can trans- 
fer the same by any conceivable device and relieve himself 
or herself from paying the income tax thereon. Fairly 
construed, this language means that whenever an owner 
of earned or accrued income exercises “the power to pro- 
cure its payment to another,” either for or without con- 


sideration, the assignor or transferor is held still taxable 
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on the income itself when collected, if no valuable consid- 
eration is involved, or is taxable on the consideration re- 
ceived in lieu of said income, if the transfer is one for 
valuable consideration. But in neither event is the as- 
signee or transferee taxable thereon, except that an as- 
signee for valuable consideration is taxable on any excess 
of the amount collected over the amount or value of the 


consideration transferred. 


A correct statement of applicable law is contained in the 
case of Van Meter v. Commissioner (C. C. A. 8), 61 Fed. 
(2d) Si7, 11 AF. 7. R. 1062, cited with approval by tlre 
Board in Horst v. Commissioner, 39 B, T. A. 757, at page 
760, as follows: 

‘“* * * It may be true that income already earned 
is transferable as a species of property, but that has 
no effect upon the power and intention of Congress to 
fax income tothe earner. “Whe vearneniay.. ia 
legally binding way, dispose of his earnings, whether 
they are already earned or are to be earned, without 
affecting in the slightest manner his status as earner 
thereof and his resulting liability for taxation thereon 
as income.” 


In the Van Meter case the Court held that an insurance 
agency corporation and not its stockholders was taxable on 
renewal commissions assigned to such stockholders, who 
did not own them when earned but did own them at the 
time collected. There may have been and probably was a 
legal consideration for the assignment, but there was no 
cash or property received and returned as income by the 


corporation in lieu of the commissions. The same type of 
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renewal commissions were involved in the Van Meter case 
as in the Eubank case, supra. Such renewal commissions 
are the same in principle as the income involved in this 


Case: 


Perhaps a clearer restatement of the principle announced 
in the Horst and Van Meter cases, supra, would be as 
follows: 

Ownership at the time income is earned or accrued 
determines the person who is taxable thereon, and 
ownership at the time of collection is immaterial. 


The position of the Commissioner in this case which was 
affirmed by the lower court is in effect as follows: 
Ownership at the time income is collected deter- 
mines the person who is taxable thereon, and owner- 
ship at the time said income was earned or accrued is 
immaterial. 


The lower court may have been confused in this case 
by the fact that the husband (appellant) performed the 
actual services for which the legal fees were paid. How- 
ever, the community was the “earner” not appellant and 
prior to the property settlement, he was never the owner 
of more than his half of such earnings, which he owned 
as a member of the marital community. As the U. S. 
Supreme Court said in the Poe v. Scaborn case, supra: 

“The earnings (of the husband) are never the 
property of the husband, but that of the community.” 
(Parenthetical clause supplied. ) 


Also see Goodyear case, supra. 
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IX. 


If the Property Settlement Was a “Tax-Free Ex- 
change” Transaction on Which No Gain or Loss 
Is Recognized, Appellant Only Realized Income 
_of $1,257.39 When He Collected His Wife’s One- 
half of the Accounts Receivable, and His Wife 
Realized Either No Income at All or Income of 
$8,201.73. 


Up to this point the brief has been devoted to dem- 
onstrating that appellant’s wife realized income at the 
exact moment when she disposed of her half interest in 
said accounts receivable. representing legal fees earned but 
not collected, regardless of whether appellant ever collected 
said account, and that appellant realized income only to the 
extent of the difference between his cost of property trans- 
ferred to his wife and the $26,014.23 collected from her 
half of said accounts. Now appellant will show, in the 
alternative. that even though his wife had no “taxable in- 
come” by the disposition of her half interest in said ac- 
counts, or in other words, even if the property settlement 
agreement was a transaction on which no gain or loss 
was recognized to either spouse, nevertheless, appellant 
under this theory only had “taxable income’’ to the ex- 
tent of $1,257.39 and not $26,014.23 when he collected 
his wife’s half interest in said accounts. 


The income tax law provides for an exact determina- 
tion of the amount of gain or loss on every transaction. 
but provides that in certain instances the actual gain or 
loss, although clearly “realized” shall not be “recognized” 
for income tax purposes. However, when any such gain 
is “realized” but not ‘‘recognized” the taxpayer is required 
to use the cost basis of the property transferred as the 
cost or basis of the property acquired. This in effect 


ahi. 


defers the payment of income tax on the gain until the 
property acquired in the transaction is subsequently dis- 
posed of. Correctly interpreted this principle is all that 
the Wals case, supra, stands for as is shown by the fol- 
lowing quotation therefrom: 


“Gain or loss on the property thus divided would 
depend upon its subsequent disposal by the parties.” 


Thus Section 111 of the Revenue Act of 1934 provides 
the method for determining the gain or loss “‘realized”’ 
from the sale or ‘‘other disposition of property” but pro- 
vides that the gain or loss so determined shall only be 
recognized to the extent provided for in Section 112. Sec- 
tion 112 provides that the entire gain or loss shall be 
“recognized” except in the case of certain exchanges on 
which Congress thought that the gain or loss should be 
deferred for income tax purposes until the new property 
is disposed of. Section 113(a)(6) provides that in the 
case of certain “tax-free exchanges,” since no gain or loss 
is recognized, the cost of the new property shall be the 
same as the cost of the old property for the future de- 
termination of the gain or loss when the new property is 
disposed of. 


Assuming only for the purpose of argument that no 
gain or loss was recognized to either appellant or his 
wife by the property settlement transaction, and applying 
Sections 111, 112, and 113, supra, it is then apparent that 
appellant would be entitled to use, as his cost of the half 
of the accounts receivable and other property acquired 
from his wife the cost of his one-half interest in the prop- 
erty transferred to her, plus the amount of cash paid out 
by him for her, which would be $38,610.41 plus $8,201.73, 
or a total of $46,812.14. [R. 59.] Section 113(a)(6), 
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Revenue Act of 1934; Wells Fargo Bank & Union Trust 
Co. v. McLaughlin, 78 Fed. (2d) 934 (C. C. A. 9). 


In addition to her interest in accounts receivable having 
a face and market value of $26,014.23, he received her 
interest in other property having a market value of $23,- 
175.48, making a total of $49,189.71 received from his 
wife. [{R. 58.] Therefore, his cost or basis of her half 
of the accounts receivable would be $26,014.23 of $46,- 


$49,189.71 
812.14 or $24,756.84. 


When he collected his wife’s one-half interest in the 
accounts receivable he received $26,014.23. Deducting his 
cost of $24,756.84 from $26,014.23 would then give him 
a “recognized” income or profit of $1,257.39 from such 
collections. 


Minis compares with the profit of $2,377.57 which has 
already been demonstrated that appellant actually 
“realized” out of the transaction. The “realized” but not 
Brecognized’ ditrerence of $1,120.18 ($2,377.57 minis 
$1,257.39) would not be “recognized” until appellant dis- 
posed of the remaining property which he received from 
his wife. Appellant’s cost of the remaining property 
would be $23.175.48 of $46,812.14 or $22,055.30: the 


$49,189.71 
market value of the other property received from his wife 
was $23,175.48, making a difference of $1,120.18. which 
would represent profit actually “realized” by him but not 
“recognized” for income tax purposes until he disposed of 
such remaining property. 


Under the “tax-free exchange” theory, appellant’s wife 
received his half interest, having a market value of $37,- 
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000.00, in certain property and received cash payments 
for her benefit of $8,201.73, or a total of $45,201.73. 
[R. 59.] 


Her cost of the half interest in property passing from 
her to appellant was $27,309.52, representing no cost for 
her half interest in the accounts receivable and a cost of 
$27,309.53 for her interest in other property. [R. 59, 
60.] Therefore, she actually “realized” a profit of $17,- 
892.20 on the transaction as demonstrated in the first part 
of the brief. However, either no part of this profit would 
be “recognized” for income tax purposes until she dis- 
poses of the half interest in the property received from 
her husband; or, in the alternative, not more than $8,- 
201.73 would be “recognized,” being the amount of her 
tax liability assumed and paid by appellant. This debt 
assumption of $8,201.73 might be treated as “‘other prop- 
erty or money” which is the exception (Sec. 112(c) of the 
Revenue Act of 1934) to the general rule that no gain is 
recognized from certain tax-free exchanges. In any event 
under this theory appellant’s wife would be taxable on a 
maximum of $8,201.73 and the balance of the “realized” 
profit of $17,892.20 would not be “recognized” until she 
disposed of the one-half interest in other property re- 
ceived from appellant. 


Thus even if the property settlement transaction were 
one on which no gain or loss is “recognized” to either 
spouse, the correct application of the income tax laws 
would result in both spouses “realizing” exactly the same 
gain as if gain or loss were “recognized” on the transac- 
tion. but only a portion of the income actually “realized” 
would be “recognized” until the spouses disposed of the 
remaining property interests received by them in the prop- 
erty settlement. 
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8. Conclusion. 


Upon consideration of the foregoing it is submitted that 
appellant either received no taxable income when he col- 
lected the half of said fees acquired from his wife in the 
property settlement or in the alternative he received in- 
come not in excess of $2,377.57 when he collected said 
half. The decision of the District Court is erroneous and 
should be reversed. 


Respectfully submitted, 


Topp W. JoHNSON, 


In Propria Persona. 


